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Koltun: Profit Approach to Budgeting

The budget is one of the best devices yet developed
for putting
entire organization on the same track
and keeping it there. In this article a hypothetical
corporation is used to illustrate —

THE PROFIT APPROACH TO BUDGETING
by Allen B. Koltun

Koltun, Fried, Woolley, Vigo, and Maher

ow to keep all managers
be done more efficiently elsewhere.
Budgeting, employed as a tool of
working toward the same goal
is a problem in every organization.both planning and performance
measurement, offers top manage
Each unit tends to have its own
ment one of its best means for
standard of accomplishment, a
putting an organization on a single
standard which may or may not be
course and keeping it there. If
compatible with the interests of
profitability is the goal, profitability
other units or with those of the
must be built into the budget. In
organization as a whole.
this article, the hypothetical exam
In a large divisionalized corpora
ple of a wholesale paper corpora
tion each operating division tries to
tion is used to illustrate the three
maximize its profits, even at the
basic steps in budgeting: (I) set
expense of other divisions that may
ting goals, (2) developing the
be its suppliers, customers, or com
budget, and (3) spotting devia
petitors. In a small organization
tions from the plan and applying
there is conflict among functional
corrections.
groups. The sales group aims at
volume even though more empha
sis on high-margin products might
Setting goals
mean greater total profits. Manu
The paper corporation has ex
facturing wants low unit produc
pressed
long-range goal in this
tion costs even if that leads to
manner: It wants to offer
cus
overcapacity. Engineering’s perfec
tomers better service than is being
tionism in design may price the
offered by competitors. To do so, it
product out of the market. Clerical
must expand. To be able to offer
department heads want to increase
the type and degree of service it
the size of their staffs even if that
wants, the company must, its man
means taking over work that might
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agement feels, have a total capital
investment of at least $500,000. The
present net worth is $300,000. The
company wants to bridge this
$200,000 gap with earnings within
five to six years. Its long-range
earnings goal is a minimum of
$200,000 in that period.
Translating this long-range goal
into short-range objectives, the
company calculates that for each
of the next five or six years its net
income should equal at least 10 per
cent of
beginning net worth.
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For the coming
year this
goal can
per used
for industrial
late. Or, if on further analysis the
be defined in this manner:
Each invoice is costed by the cleri
goals appear to be practical, the
cal staff, with fine paper carrying
company had better start a deep
Net worth, beginning of year $300,000
an average mark-up of 25 per cent
analysis of its business to find out
of that net worth—this
and coarse paper, of 20 per cent.
what is impeding progress. This is
year's earnings goal
$ 30,000
Every sale is subject to a sales
the very information that good
Taxes on income—Federal and
commission
of
30
per
cent
of
gross
managers
should have beforehand,
state
22,000
profit. Three of the six salesmen
information that will guide them
Net income before taxes—pre
tax profits
52,000
sell nothing but fine paper; the
in taking effective action in time to
others, nothing but coarse.
influence profits.
The task then is to develop a
Based upon past performance and
plan for earning at least $52,000 in
management’s judgment of each
Deviations from plan
pretax profits this year.
salesman’s potential, sales quotas
Assuming that the budget of Fig
The paper wholesaler now must
for the coming year are then as
ure 1 has been accepted, the paper
calculate what effort must be put
signed. (See Column 2 in Figure
wholesaler now must establish pro
forth to realize $52,000. Its calcu
1, p. 49.) Notice that it is the profit
cedures for measuring progress
lations start with the estimated
on sales, not the volume, that the
against the plan and for correcting
expenses for facilities, staff, and
company should control. The pro
deviations. This is an annual budg
money and conclude with the con
cedure of costing each invoice was
et, but no company can wait
tribution to gross profits that each
introduced into this case example
breathlessly
for twelve months to
salesman must make.
not by accident but in order to
find
out
if
its goals have been
Most of the company’s expenses
emphasize the control benefits of
achieved.
Interim
fixes or points of
are known in advance and can be
measuring salesmen’s performance
measurement
must
be established
estimated (planned) with some de
by gross profit production.
to check whether the company is
gree of certainty; examples are rent,
Profit quotas can easily be relat
staying on the right course toward
salaries, depreciation. In estimat
ed to salesmen’s projected income
its $52,000 destination.
ing expenses management should
and to sales volume. The total gross
Therefore, subgoals are calculat
plan to dispense with any services
profit (before commission deduc
ed for each month or each quarter
that are not necessary to operate
tions ) is calculated by dividing
of the coming year. These subgoals
the business effectively, but, on the
the end product (Column 2) by 70
cover not only overall company
other hand, it should allow some
per cent (100 per cent minus 30
gross profits and expenses but also
margin in the estimates for unfore
per cent for salesmen’s commis
the profit production of each sales
seen expenses. This calls for a de
sions). Simple subtraction of Col
man. If any one factor or combina
tailed examination of costs of op
umn 2 from Column
gives the
tion of factors goes awry in the
eration in every category and prob
salesmen’s commissions. When the
first quarter, something must be
ably for a month-to-month projec
total gross profit amounts of Col
done about it in the second quarter
tion of known and anticipated ex
umn 4 are divided by 25 per cent
or the year’s goal will be missed.
penses. For the paper wholesaler
in the case of fine paper and by
This intensification of efforts in the
these planned expenses are as
20 per cent for coarse paper, the
second quarter is what is meant by
sumed to be $220,000 for the com
sales production for each salesman
applying
corrections.
ing year. (The variable costs in this
is calculated.
Figure
2 on page 50 illustrates
business are assumed to be those
By this technique the company
the
breakdown
of the annual budg
of product costs and salesmen’s
has created its operational plan for
et
into
quarterly
subgoals. From
commissions. These are taken into
the coming year. The plan was de
an
analysis
of
past
sales and profit
consideration in the gross profit
signed to meet the profit goal of
records
the
paper
wholesaler can
calculation shown in Figure 1 on
$52,000 for the year, which is a
detect
the
seasonal
trends that af
the opposite page.)
necessary first step in meeting the
fect performance in one quarter as
The $220,000 of planned ex
long-range five-year goal. It speci
compared to the other three. It has
penses are added to the pretax
fies the gross profit that each sales
found that 25 per cent of gross
profit of $52,000 to show how much
man must produce and what the
annual profit is realized in the first
gross profit, after commissions, the
limit on expenses must be.
quarter; 20 per cent, in the sec
sales effort must produce, i.e.,
Suppose the preparation of such
ond; only 15 per cent, in the third
$272,000.
a plan produces figures that at first
quarter; and a heavy 40 per cent, in
At this point it is necessary to
blush seem to be unattainable.
the final quarter. This information
consider four additional facts. The
There are two possible alterna
is taken into account in assigning
company’s sales are divided into
tives. Perhaps the goals are un
quarterly profit quotas to the sales
two categories — fine paper (paper
realistic and should be modified. If
men. For example, of Salesman ’s
used by commercial printers) and
so, it is better for the company to
total sales quota for the year
coarse paper (resale items and pa
realize this now, before it is too
48
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DEVELOPING THIS YEAR'S GOAL

(1)

This year's goal:
Pretax profit
Planned expenses
Facilities
Rent
Depreciation
Utilities
Office expenses (including salaries)
Warehouse expenses (including salaries)
Delivery expenses (including salaries)
Other

XX
XX
XX
XX
XX
XX
XX

127,000

Marketing
Advertising
Entertaining
Travel
Other

XX
XX
XX
XX

30,000

Administration
Officers' salaries
Other

XX
XX

60,000

Interest

$

52,000

$

272,000

3,000

Total expenses

220,000

Gross profit needed to cover above (column

below)

Assignment of profit quotas to salesmen

SALESMEN

A
B
C
D
E
F

PRODUCT
CATEGORY
Fine
Fine
Fine
Coarse
Coarse
Coarse

TOTAL

GROSS PROFIT
REMAINING TO
SALESMEN
COMPANY
COMMISSION
(2)
(3)

$

TOTAL
GROSS
PROFIT
(4)

SALES
NEEDED
(5)

61,000
50,000
42,000
56,000
42,000
21,000

26,100
21,400
18,000
24,000
18,000
9,000

87,100
71,400
60,000
80,000
60,000
30,000

348,000
286,000
240,000
400,000
300,000
150,000

272,000

$ 116,500

388,500

$ 1,724,000

FIGURE I

$87,000, he is expected to bring in
$21,780 in the first quarter, $17,420
in the second quarter, and so on.
Expenses should be allocated to
the four quarters in a similar way.
If the annual budget has been de
veloped carefully with sufficient at
tention to detail, there should be
no difficulty in assigning to each
quarter the anticipated expenses of
operation. Thus, for example, when
bonuses (considered in this case to
be largely a fixed commitment)
are accrued at the end of each
quarter in proportion to expected
profits, salary expense will be high
er in the fourth quarter than in the
other three. Similarly, if borrowing

is expected to be at its heaviest in
the fourth quarter, interest costs
will also be highest then.
The result of these efforts is the
set of quarter-by-quarter subgoals
shown in Figure 2. (The line-by
line detail of each expense has been
omitted from Figure 2; actual budg
ets, of course, would have such
detail.)
Once these projections have been
made final and their meaning fully
communicated to managers, sales
men, and other personnel con
cerned with performance, the com
pany is ready to begin the year’s
operations. At the end of the first
quarter a statement can be pro

duced from the books and records
showing the company’s actual per
formance for these three months.
A minimum of effort is then re
quired to show how the first quar
ter’s operations measure up against
the budget. The results of this pro
cedure are shown in the first three
columns of Figure 3 on page 51.
Both expenses and salesmen’s
gross profits must be compared
with the budget. Where income is
concerned, however, the time fac
tor is critical. The profit produc
tion should be determined rapid
ly as possible after the end of the
quarter, compared with the budget,
and subjected to careful analysis.
49
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SETTING SUBGOALS BY QUARTERS
QUARTERS

YEAR'S
TOTALS

1st
25%

2nd
20%

3rd
15%

$ 21,780
17,850
15,000
20,000
15,000
7,500

$ 17,420
14,280
12,000
16,000
12,000
6,000

$ 13,070
10,710
9,000
12,000
9,000
4,500

$

34,830
28,560
24,000
32,000
24,000
12,000

87,100
71,400
60,000
80,000
60,000
30,000

Total gross profit
Less commissions—30%

$ 97,130
29,130

$ 77,700
23,300

$ 58,280
17,480

$ 155,390
46,590

388,500
116,500

Remaining for company

$ 68,000

$ 54,400

$ 40,800

$ 108,800

272,000

XX
XX
XX
XX
XX

XX
XX
XX
XX
XX
XX

GROSS PROFIT
Salesman A (Fine)
B (Fine)
C (Fine)
D (Coarse)
E (Coarse)
F (Coarse)

LESS EXPENSES
Facilities
Rent
Depreciation
Utilities
Office (including salaries)
Warehouse (including salaries)
Delivery (including salaries)
Other
Total facilities

Marketing
Advertising
Entertaining
Travel
Other
Total marketing

XX
XX
XX
XX
$

Administration
Officers' salaries
Other
Total administration

Interest

8,000

XX
XX
XX
XX
XX
XX

$ 20,000

XX
XX
XX
XX
$

7,000

XX
XX
XX
XX

$

6,000

XX
XX

XX
XX

XX
XX

$ 12,500

$ 12,000

$ 11,000

$

$

500
56,000

Total expenses

PRETAX PROFITS

25,000

$ 35,000

4th
40%

$ 12,000

$

500

$

XX
XX
XX
XX
XX
XX

XX
XX
XX
XX
XX
XX
XX

47,000

127,000

XX
XX
XX
XX

XX
XX
XX
XX

9,000

XX
XX
$

—o—

44,500

37,000

9,900

3,800

$

$

30,000

XX
XX

24,500

60,000

2,000

3,000

82,500

220,000

26,300

52,000

FIGURE 2

After
the importance of sales
men’s gross profits overrides any
other component of the company’s
profit. The expense comparison is
less urgent and can be made after
ward.
Using the gross profit entries in
Figure 3, management will direct
attention to Column 3, which
shows the deviations from the
budget. A review of this column
reveals the following facts:
Salesmen A, C, and F fell short
of their profit quotas. Salesman A’s
50

profit was particularly disappoint
ing, $3,780 below the budget.
On the positive side, Salesman D
reached his quota, and the other
two men, B and E, bettered theirs.
Their performance was not enough,
however, to offset that of the first
three salesmen. As a result, the
company failed by $3,130 to reach
its gross profit budget. It needs to
take prompt corrective steps with
the salesmen.
When the expense figures are
available, the analysis is continued.

https://egrove.olemiss.edu/mgmtservices/vol2/iss5/6

It reveals the following information:
The company missed its profit
goal by $3,200, earning $8,800 in
stead of the budgeted $12,000.
Warehouse expenses exceeded
budget by $2,000.
Not as much advertising expense
was incurred as was expected. The
difference amounts to $1,000.

Corrective action
Knowing where deviations oc
curred is the first step toward apManagement Services
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ANALYZING DEVIATIONS AND APPLYING CORRECTIONS
FIRST QUARTER

SECOND QUARTER

BUDGET

DEVIATIONS
OVER
(UNDER)

(1)
18,000
20,000
13,000
20,000
16,000
7,000

(2)
$ 21,780
17,850
15,000
20,000
15,000
7,500

(3)
($ 3,780)
2,150
( 2,000)
—o—
1,000
(
500)

Total gross profit
Less commissions—30%

$ 94,000
28,200

$ 97,130
29,130

($ 3,130)
930

Remaining for company

$ 65,800

68,000

($ 2,200)

ACTUAL
GROSS PROFIT
Salesman A (Fine)
B (Fine)
C (Fine)
D (Coarse)
E (Coarse)
F (Coarse)

LESS EXPENSES
Facilities
Rent
Depreciation
Utilities
Office (including salaries)
Warehouse (including salaries)
Delivery (including salaries)
Other

$

$

XX
XX
XX
XX
10,000
XX
XX

Marketing
Advertising
Entertaining
Travel
Other

7,000

Administration
Officers' salaries
Other

$

Total administration

Interest
Total expenses
PRETAX PROFITS

XX
XX
XX
XX
2,000
XX
XX

500

17,420
14,280
12,000
16,000
12,000
6,000

(6)
21,200
14,280
14,000
16,000
12,000
6,500

$ 6,280
1,880

$ 77,700
23,300

83,980
25,180

4,400

54,400

58,800

XX
XX
XX
XX
2,000
XX
XX

XX
XX
XX
XX
12,000
XX
XX

— $ 2,000

$ 25,000

23,000

+

+

+

4-

—

(4)
3,780
o—
2,000
—o—
—o—

$

XX
XX
XX
XX
10,000
XX
XX

$ 2,000

$

1,100
XX
XX
XX

1,000)
XX
XX
XX

+

1,000
XX
XX
XX

200
XX
XX
XX

1,200
XX
XX
XX

$

8,oon

1,000)

+ $ 1,000

7,000

8,000

XX
XX

XX
XX

XX
XX
XX

Total marketing

$

ORIGINAL

REVISED BY
CORREC
TIONS

35,000

37,000

Total facilities

XX
XX
XX
XX
8,000
XX
XX

CORRECTION
FACTOR
+

$

XX
XX

XX
XX

XX
XX

XX
XX

12,500

12,500

—o—

—o—

500

500

—o—

-o-

$

57,000

56,000

$ 1,000

—

1,000

$ 44,500

43,500

8,800

$ 12,000

($ 3,200)

+

5,400

9,900

15,300

12,000

500

$ 12,000
$

500

FIGURE 3

plying corrections. But knowing
why they occurred is the key to
the appropriate action to take. It is
to be hoped that communications
between management (particularly
the sales manager) and the sales
men are good enough to permit
quick pinpointing of the causes of
the gross profit deviation. Review
of the company’s records pertain
ing to Salesmen A,
and F —
their sales calls, customer lists, etc.
— should offer clues to trouble
spots.

Since expenses were for the most
part known in advance, it should
not be difficult to ascertain specific
causes of deviation. Perhaps exten
sive warehouse repairs planned, for
the second quarter were begun
sooner than expected. Perhaps
plans for an advertising campaign,
new catalogs, or new promotion
pieces did not materialize as ex
pected.
It is unnecessary to attempt to
exhaust the possible causes of devi
ations. The important point is that

51
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the deviation column does point
the finger at specific trouble areas.
Management should be in a posi
tion to take it from there.
Management action is essential
in the final stage of the process,
applying corrections. If the com
pany is to reach its goals, it must
correct its operations in the next
quarter in such a way as to offset
the failures of the first quarter.
Therefore, the Column 3 deviations
that will alter the second quarter’s
budget should be entered on a line-

5
$

$

for-line
basis inSystems,
Column
4 Controls,
of Fig Vol.ter
Management Services: A Magazine
of Planning,
and
2 [1965],
Art. 6by the end
goals No.
are5,met,
ure 3.
the first six months the company
Thus, Salesman A, who fell short
will find itself well on the way to
by $3,780 in the first quarter, will
reaching or exceeding the year’s
be required to tack that amount
target of $52,000 in pretax profits.
onto his original second-quarter
of
The procedures illustrated for
quota so as to pull himself even
first-quarter corrections are also ap
with the budget by the end of the
plied to the second and third quar
second quarter. The same require
ters. If the company misses its goal
ment is made for the other two
for the first year, then the secondsalesmen who missed their quotas.
year budget must be adjusted.
As a result, the total amount added
Otherwise the efforts necessary to
to the second quarter’s gross profit
attain the long-range objective will
budget ($6,280) will exceed the net
lack direction.
deviation because no reduction
goals is contemplated for the two
Conclusion
salesmen who exceeded their firstquarter quotas. While Column 3
No effort has been made in this
shows plus deviations for Salesmen
article to detail all the problems in
the implementation of a budget.
B and E, no negative entries for
these men are placed in the correc
Rather, the emphasis has been up
tion column.
on a logical, simple, and profitAny organization
It is important to emphasize
oriented approach to the effective
again that the corrective action
use of budgeting. The procedures
is helped by an effort
must be taken quickly, as soon as
illustrated are adaptable to any op
eration, including those of such
to set down
the profit production for the sales
service organizations as CPA firms
men can be totaled. It should not
where it is headed
(which often are the last to take
await the calculation of the quar
ter
’
s
expenses,
which,
with
all
the
their
own medicine).

and how operations must
Although the costing of each in
necessary adjustments for accruals
voice facilitates rapid tabulations,
be shaped to reach
and deferrals, will probably take
no company is barred from using
longer to complete.
this destination.
this type of budget procedure be
Deviations from the expense
cause its records do not immedi
budget
are
converted
to
correc
That is the primary
ately reveal gross profits. In such
tions for the next quarter in the
objective of the budgeting
a situation sales volume becomes
same way the profit production de
the dominant factor, and a careful
viations were converted. In this
procedure.
estimate, based on product lines or
case only two expenses varied from
departments, is made of gross prof
the budget. If the explanations pre
its. A retailer, for example, can
viously suggested for these devia
prepare his projections on the basis
tions were correct, then the fact
of departmental sales. Using his
that warehouse repairs originally
recorded markdowns and depart
planned for the second quarter
mental markups, he can estimate
were undertaken in the first quar
gross profits. These estimates should
ter means that the budgeted ex
be tested by either total or depart
penses for the second quarter
mental inventory counts as often
should be reduced by the amount
as is practical.
of these repairs, $2,000. On the
Any organization is helped by
other hand, if the advertising cam
an effort to set down where it is
paign expected to be carried on in
headed and how operations must
the first three months will not ma
be shaped to reach this destination.
terialize until the second quarter,
That is the primary objective of
then the $1,000 cost of the cam
the budgeting procedure described
paign must be added to the second
in this article. In the hands of a
quarter’s budget. Thus, upon com
management that understands its
pletion of the processes illustrated
tremendous usefulness, such a
in Figure 3, the last column (6)
budget becomes a key factor in
emerges
the new budget for the
successful operation.
second quarter. If the second-quar
52
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